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by Paul Arnsberger

rivate foundations contribute billions of dollars

each year to charities and communities to

support causes in such areas as education,
hedlth, human services, community development, the
arts and humanities, and the environment. They
represent over one-fifth of all Internal Revenue Code
section 501(c)(3) nonprofit charitable organizations
that file information returns with the Internal Rev-
enue Service. For 1995, foundations made
contributions, gifts, and grants totaling nearly $12.9
billion, an increase of nearly 5 percent from the
previous year [1]. The number of foundations also
increased by 5 percent from 1994 to 1995 to nearly
48,000.

Foundations rely largely on asset growth, earned
income on investments, and contributions received to
support their charitable giving. Total foundation fair
market value assets grew by 18 percent in 1995 to
$263.4 hillion. Investment assets of $246.1 billion
represented the majority of foundation assets. Gains
of 23 percent in the value of investments in corporate
stock and 12 percent in the value of government
obligations largely account for the 18-percent in-
crease in investment assets. Total foundation rev-
enue increased by 8 percent from 1994 to 1995 to
$32.3 hillion. A dgnificant increase of 38 percent in
net gains from sales of assets offset a 20-percent
drop in the amount of contributions received by
foundations. Figure A shows the amounts of various
private foundation revenues, assets, and expense
items for 1994 and 1995 and the percentage change
[2].

For 1995, over 2,700 nonexempt charitable trusts
described in Internal Revenue Code section
4947(a)(1) held $3.7 hillion in total fair market value
assets, realized $411.8 million in total revenues, and
distributed $222.3 million in contributions, gifts, and
grants. The amount of grants given by these chari-
table trusts increased by 34 percent from 1994 to
1995, despite a 3-percent decrease in revenue over
thisperiod. Thesetrusts are discussed in detail later
in this article under the heading Section 4947(a)(1)
Nonexempt Charitable Trusts.

Paul Arnsberger isan economist with the Special Studies
Soecial Projects Section. Thisarticle was prepared under
thedirection of Michael Alexander, Chief.

Satisticsd | nconeS ud es

The statistics presented in this article on both private
foundations and charitable trusts are based on sample
data from Form 990-PF, Return of Private Founda-
tion (or Section 4947(a)(1) Charitable Trust Treated
as a Private Foundation), the annual information
return filed by these organizations [3]. Statistics of
Income studies on private foundations have been
conducted for Reporting Years 1974, 1979, 1982,
1983, and 1985 through 1994. Studies on 4947(a)(1)
charitable trusts that are treated as private founda-
tions have been conducted for Reporting Year 1979
and annually since 1989.

i vat eFoundat i ons

Qvervi ewof Revenues, Assets, andG ant sPai d
During the period from 1990 to 1995, charitable
grants made by private foundations increased
steadily each year with overall inflation-adjusted
growth of 32 percent. Foundation assets and rev-
enues increased in each year in this period except
1992, with total real growth of 39 percent and 44
percent, respectively. Substantial real increasesin
investments in corporate stock and net gains from
sales of assets from 1990 to 1995, 69 percent and
164 percent, respectively, account for the overall
increases in assets and revenues. The overall growth
in foundation assets and revenues markedly exceeds
the 10-percent real growth of Gross Domestic
Product from 1990 to 1995 [4]. Figure B graphically
displays the growth in real assets, revenues, and
grants from 1990 to 1995.

The asset growth of foundations during the early
1990’'s helped to increase total grants paid over this
same period. The charitable payout requirement for
certain types of foundations (explained in detail in
the section Charitable Payout Requirement and
Qualifying Digtributions) is based on the value of
foundation investment assets; that is, as investment
assets grow, so does the amount that foundations are
required to distribute. Total investment assets in-
creased in real terms by 37 percent from 1990 to
1995. Investment assets for “large’ foundations,
those holding $50 million or more in fair market
value of assets, grew in real terms by 41 percent over
thisperiod. The real amount of charitable grants
distributed by large foundations also grew by 41
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Private Foundations: Percentage Changes in Selected Financial Items, 1994-1995

[Money amounts are in millions of dollars]

Percentage
Item 1994 1995 increase,

1994-1995

@ () 3)

Number of fOUNAAtIONS......cviiiiiii e 45,841 47,983 4.7
Total assets (fair market Value)........ccoooveviiiiiiiieineierereeeee e 222,543 263,386 18.4
INVESTMENES, tOLAL. ... ittt 208,495 246,119 18.0
Savings and temporary cash iNVeStMENtS...........cccoeirireneniciineeesceeeseeen 13,591 14,407 6.0
Investments in SeCUrities, total............cccviiiuiieiee e 173,323 206,599 19.2
Government OBlIGAtIONS. .......c..cviiiiiiieieere e 29,303 32,865 12.2
COrPOTAtE SEOCK. ....vieieteiieiiitirieet et 124,841 153,527 23.0
COorporate BONAS. ........cuiirieieiiieeec e 19,179 20,208 5.4
Other INVESIMENTS L.......oiiiiicciie ettt ettt e e e e e ete e e teeeeae e e eabeeenraeenes 21,581 25,112 16.4
TOLAlI FEVENUE. ...ttt ettt 29,860 32,290 8.1
Contributions, gifts, and grants reCeived..............coerireirinciiceeccee e 11,847 9,428 -20.4
Net gain (or loss) from sales of assets........ 8,705 11,982 37.6
Dividends and interest from securities... 6,957 7,638 9.8
TOtAl EXPENSES ...ttt et 16,452 17,958 9.2
Contributions, gifts, and grants Paid...........c.cccveeeriiiniieins e 12,309 12,859 4.5

1 Sum of "Investments in land, buildings, and equipment (less accumulated depreciation),” "Investments in mortgage loans," and "Other investments," as reported on Form

990-PF. "Other investments" include such items as advances; certificates of investment; and investments in art, coins, gold, and gems.

percent from 1990 to 1995. Large foundations ac-
counted for over two-thirds of all foundation assets
in 1995. The number of these large foundations
increased from 396 in 1990 to 609 in 1995 as a few
new large organizations were formed and as existing
foundations increased to over $50 million in asset
size

Comparisons of the different size classes of
foundations are discussed throughout this article.
The following classifications apply throughout,
unless otherwise indicated: the “smallest founda-
tions’ refer to the group holding less than $100,000
in fair market value of total assets (excluding founda-
tionsthat either do not report assets or that report
assets equal to zero); “small foundations’ refer to the
group holding less than $1 million in assets and
include all the foundations in the “smallest” group;
“ medium-size foundations’ refer to the group hold-
ing from $1 million to less than $50 million in assts;
“large foundations’ refer to the group holding $50
million or more in assets, and, the “largest founda-
tions’ refer to the group holding $100 million or
more in assets, which are also included in the “large’

group.

Qgani zati onal OEfiniti onandleg sl ati veBack-
ground
A private foundation is a nonprofit, tax-exempt
corporation, association, or trust, which is narrowly
supported and controlled, usually by an individual,
family, or corporation. It isthis narrow base of
support and control, which differentiates a private
foundation from a publicly supported tax-exempt
charitable organization, although both receive tax-
exempt status under section 501(c)(3) of the Internal
Revenue Code [5]. The other 501(c)(3) organiza-
tions, those filing Form 990, Return of Organization
Exempt From Income Tax, generally receive broad
support from a large number of sources within the
general public. Because of their centralized support
and control, private foundations are more grictly
regulated than the other section 501(c)(3) organiza-
tions. Private foundations held less than 16 percent
of the book value of total assets and earned less than
5 percent of the total revenue of all section 501(c)(3)
nonprofit charitable organizations that filed informa-
tion returns for 1995 with the Internal Revenue
Service [6].

The charitable trusts included in this article, and
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Private Foundations: Total Assets, Revenue, and Grants Paid, 1990-1995, in Constant

Dollarst

Billions of dollars

250 r Total Fair Market Value
Assets? 245.0
200 -~ N
- 202.2
’/19;.8 192.2
176.0
150
100
Total Revenue
Total Grants Paid
50
28.4 30.0
20.8 251-3 23.6 24.8 \ ; X
o Las ti04 109 114 117 11.9
1990 1991 1992 1993 1994 1995

Reporting year

1 Adjustments for inflation are based on the 1992 chain-type price index for Gross Domestic Product from the U.S. Department of Commerce, Bureau of
Economic Analysis, Survey of Current Business, Volume 78, Number 8, August 1998, Table 7.1.

described in section 4947(a)(1) of the Internal Rev-
enue Code, are not formally recognized as tax-
exempt organizations by the IRS. Charitable trusts
represented only 5 percent of the total number of
Form 990-PF filers for 1995. Unless otherwise
noted, the same requirements apply to both types of
Form 990-PF filers[7]. A detailed discussion and
analyses of the characteristics and behavior of the
charitable trusts can be found later in thisarticle
under the heading Section 4947(a)(1) Nonexempt
Charitable Trusts.

The two types of private foundations or trusts,
“operating” and “ nonoperating,” are distinguished
by the type of charitable support they provide.
Nonoperating foundations generally provide indirect
charitable support by making grants to other non-
profit organizations that conduct charitable pro-
grams of their own [8]. Nonoperating foundations
are annually required to distribute (typically through
grants or related expenses) a minimum amount for

charitable purposes, the “ distributable amount.” If
they do not distribute the required amount in the
current year, they have until the end of the following
year to fulfill the charitable distribution requirement
without penalty. The minimum required amount is
based on 5 percent of the value of their

“ noncharitable-use (or net investment) assets’ [9].

If an organization is sufficiently involved in the
direct operation of its charitable activities, then it can
qualify as an operating foundation and is exempted
from the charitable digtribution requirement that
applies to nonoperating foundations. Although
operating foundations are not subject to the annual
distribution requirement, many choose to make
grantsin addition to carrying on charitable programs
of their own. For afurther explanation of the re-
quirements of operating foundations, see Operating
Foundations (and Charitable Trusts) in the Explana-
tion of Selected Terms section.

Passage of the Tax Reform Act of 1969 (TRA69)
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initiated an excise tax on foundation “ net investment
income.” While most foundations pay the excise tax,
some operating foundations are exempt from the tax.
For a further explanation of exempt operating foun-
dations, refer to Operating Foundations (and Chari-
table Trusts) in the Explanation of Selected Terms
section. TRAG9 also imposed a series of excise taxes
on foundations that engaged in “prohibited activi-
ties,” which were deemed not to be in the public
interest. These activities applied to any foundation
that attempted to influence legidation by contacting
legidators, encouraged the public to contact legida-
tors, or participated in the campaign of a candidate
for public office; any foundation that engaged in
certain financial transactions (or acts of “ self-deal-
ing”) with * disqualified persons’ having a relation-
ship with the foundation, such as substantial donors
or officers, directors, or trustees of the foundation;
any foundation that owned holdings in a business
enterprise deemed to be excessive or that made
investments deemed to jeopardize the charitable
purpose of the foundation; and any nonoperating
foundation that failed to distribute the required mini-
mum payout after a 1-year grace period. Taxes on
these prohibited activities are reported on Form
4720, Return of Certain Excise Taxeson Charities
and Other Persons Under Chapters 41 and 42 of the
Internal Revenue Code, and are not included in this
article.

Of the nearly 48,000 private foundations filing
Form 990-PF information returns for 1995, 92 per-
cent were nonoperating foundations, and the remain-
ing 8 percent were operating foundations, virtually
the same percentages as for prior years. Nearly
39,700 foundations, or 83 percent of all foundations,
made grants for 1995. Nearly 86 percent of nonoper-
ating foundations and 50 percent of operating foun-
dations made grants. Of the non-grantmaking foun-
dations, 24 percent were operating foundations; 11
percent were nonoperating foundations that had no
“ digtributable amount” and, therefore, were not
required to make a minimum distribution (see the
Explanation of Selected Terms section for a defini-
tion of the required distributable amount); 33 percent
were nonoperating foundations that made other types
of disbursementsin order to satisfy the charitable
digtribution requirement; and the remaining 32 per-
cent were nonoperating foundations that did not fully

make the required distribution for 1995 and legally
had until the end of their 1996 accounting periods to
do so without penalty. The types of disbursements,
other than grants, made by foundations to fulfill the
charitable digtribution requirement include the fol-
lowing: operating and administrative expenses used
in the conduct of charitable programs or activities;
amounts paid to acquire charitable-use assets; chari-
table “set-asides’ for future time periods; and pro-
gram-rdated investments. All of these expenditures
counted toward a foundation’s charitable distribution
requirement.

Foreign foundations (those foundations orga-
nized abroad) comprise less than 0.1 percent of the
foundation population. A foreign foundation was
required to file Form 990-PF when it received a
certain degree of support from ether U.S. citizens or
corporations. These foundations may or may not
have chosen to digtribute charitable grants within the
United States. The IRS requires that foreign founda-
tions, like domestic foundations, pay an excise tax on
investment income. While the excise tax equaled 2
percent of worldwide “ net” investment income for
the majority of domestic foundations, the tax on
foreign foundations equaled 4 percent of their
“gross’ investment income derived from U.S.
sources.  The investment income on which these
taxes are based does not include unrelated business
income, as reported on Form 990-T, Exempt Organi-
zation Business Income Tax Return.

TenlLargest Donest i ¢ Foundat i ons
Seventy-two percent of all foundations each held less
than $1 million in total assets. The largest founda-
tions, those holding $100 million or more in total
assets, comprised less than 1 percent of al founda-
tions, but held 60 percent of total foundation assets,
realized half of all revenue, and distributed nearly 46
percent of total grantsfor 1995. In contrast, founda-
tions holding less than $1 million in assets held only
3 percent of total assets, realized 6 percent of total
revenue, and distributed 10 percent of total grants.
The ten largest domestic foundations, displayed
by asset sizein Figure C, held nearly 17 percent of
total foundation assets and distributed over 10 per-
cent of total foundation grants for 1995, $44.2 billion
and $1.3 hillion, respectively [10]. This represents
an 18-percent increase in assets of the ten largest
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dations, whose combined assets remained virtually

Top Ten Domestic Private Foundations, by Size
of Fair Market Value of Total Assets, 1995

[Money amounts are in millions of dollars]

Total
Name State Total assets? arants
paid
(1) (2) (3)
1. Ford Foundation..........c.cceeceueeieennnns NY 8,196 332
2. J. Paul Getty Trust 2.......coccoverrennnnc] CA 7,160 11
3. W.K. Kellogg Foundation Trust
and W K. Kellogg Foundation 3....... NY/MI 5,608 239
4. Robert Wood Johnson
Foundation...........cccoeveeeeeeeiiecnennen. NJ 5,258 77
5. Lilly Endowment, INC........cccoeverrnnne IN 4,770 112
6. John D. and Catherine T.
MacArthur Foundation....................] IL 3,298 124
7. Andrew W. Mellon Foundation........] NY 2,541 111
8. Rockefeller Foundation NY 2,524 102
9. Pew Memorial Trust.........c.ccceuvnnee. PA 2,494 139
10. David and Lucille Packard
Foundation...........cccocveeveeeeiieiieeneen, CA 2,355 93
TOtAl e 44,204 1,340

1 Fair market value.
2The J. Paul Getty Trust is an operating foundation. All other foundations listed are

nonoperating foundations.

3 The W.K. Kellogg Foundation Trust (classified as a private foundation and not as a
section 4947(a)(1) charitable trust) is located in New York and has a "pass-through"
relationship with the W K. Kellogg Foundation, located in Michigan. Typically, the
entire amount of the annual qualifying (charitable) distributions of the W.K. Kellogg
Foundation Trust is made in the form of a grant to the W .K. Kellogg Foundation, which
then redistributes the grant for charitable purposes (and does not count the
redistribution as a qualifying distribution of its own). The combined total assets of the
two organizations are shown in the "Total assets" column, but, in order to avoid
duplication, only the grants paid by the W.K. Kellogg Foundation are shown in the
"Total grants paid" column.

foundations and an 8-percent increase in grants from
the previous year. Therisein assets of these founda-
tions is consistent with the overall foundation asset
increase from 1994, while the increase in the amount
of grants paid is nearly double the overal rate. The
huge Ford Foundation alone accounted for 3 percent
of all foundation assets and grants for 1995 [11].
Nine of the ten largest foundations in terms of assets
for 1995 are the same as for 1994. The David and
Lucille Packard Foundation reported large increases
in assets and grants for 1995 (53 percent and 48
percent, respectively), pushing it past the Robert W.
Woodruff Foundation into tenth place. For thefirst
time, each of the top ten domestic foundations held
over $2 hillion in assets.

With the exception of the W. K. Kellogg Foun-

unchanged, each of the ten largest foundations re-
ported increases in assets from 1994 to 1995. The
largest increases were redlized by the Lilly Endow-
ment, 71 percent; the Robert Wood Johnson Founda-
tion, 40 percent; and the Packard Foundation. Two
of the top ten foundations reported a reduction in the
amount of charitable grants they distributed. The J.
Paul Getty Trugt, which is the only operating founda-
tion on theligt, reported a 10-percent decrease in
grants, while grants by the Robert Wood Johnson
Foundation were down 43 percent after reporting the
third highest total in 1994 [12].

Sour ces of Foundat i on Revenue

From 1994 to 1995, tota revenue increased nomi-
nally 8 percent. Large foundations, which earn 58
percent of all foundation revenues, redlized the
greatest increase in revenues from 1994 to 1995,
about 18 percent. Medium-sized foundations, those
with assets between $1 million and $50 million, saw
their revenues remain virtually unchanged in 1995.
In contrast, small foundation revenues dropped by
nearly 22 percent for the 1994-1995 period.

The year-to-year changes in revenue among the
different size groups of foundations are better under-
stood through an examination of the sources of
revenue upon which the different groups rely. Figure
D revealsthat for 1995, 90 percent of total founda-
tion revenues came from a combination of net gain
from sales of assets (37 percent), contributions re-
ceived (29 percent), and dividends and interest from
securities (24 percent). The rest was earned from
interest on savings and temporary cash investments
and “other” sources. While small foundations earned
nearly two-thirds of their revenues from contribu-
tions, large foundations earned only 17 percent in
this manner. Similarly, while large foundations
earned three-quarters of their revenues from the
combination of net gains from sales of assets, and
dividends and interest from securities, small founda-
tions earned only 21 percent from these two invest-
ment sources. Asin past years, the data show that as
the size of the foundation increases, the proportion of
revenue from contributions declines, and the propor-
tion from investment income rises.

An examination of the actual number of small
and large foundations receiving contributions and
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HoureD

Sources of Private Foundation Revenue, by Size of Foundation, 1995

All Foundations?

6.3%

29.2%

$32.3 Billion

37.1%

23.7%

Small Foundations? Medium Foundations? Large Foundations *

$1.9 Billion

$11.7 Billion

a

$18.6 Billion

Contributions, gifts, and Net gain (or loss)

grants received from sales of assets ) R
o . |:| Other income

Dividends and interest - Other int ¢

from securities erinteres

1 Includes foundations with assets unreported or equal to zero, which are not shown separately.

2 Small foundations are those holding from $1 to less than $1,000,000 in fair market value of total assets.

3 Medium foundations are those holding from $1,000,000 to less than $50,000,000 in fair market value of total assets.

4 Large foundations are those holding $50,000,000 or more in fair market value of total assets.

5 Represents "Interest on savings and temporary cash investments," as reported on Form 990-PF.

6 Includes "Gross rents and royalties" and "Gross profit (or loss) from business activities," as reported on Form 990-PF, as well as such items as imputed interest on
deferred payments and program-related investment income.

NOTE: Detail may not add to totals because of rounding.
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earning investment income shows that the large
foundations may be a somewhat more homogeneous
group relative to the small foundations. Of the large
foundations, nearly all, or 98 percent, earned divi-
dends and interest from securities for 1995; 93 per-
cent realized net gains from sales of assets; and only
39 percent received contributions. In contrast, 59
percent of the small foundations earned dividends
and interest from securities for that year; only 35
percent realized net gains from sales of assets; and
47 percent received contributions. These percent-
ages are relatively consistent with previous years.

In terms of contributions received, all three
groups of foundations reported decreases for 1995.
The amount of contributions made to large founda-
tions fl 9 percent; medium foundations showed a
22-percent decline; and small foundations, the group
that relies on contributions as the primary source of
revenue, reported a 35-percent decrease in this area.
Overall net gains from sales of foundation assets rose
substantially between 1994 and 1995, led by the
large and medium-size foundations. Large founda-
tions reported $8.9 billion from sales of these assets
in 1995, an increase of 31 percent over the previous
year. Foundations classified as “ medium-9z€’ saw
their gains from asset sales climb 64 percent to $2.9
billion in 1995. In contrast, small foundations re-
ported a 6-percent decline in the amount of money
gained from the sale of assets. Increases in dividends
and interest from securities were reported by all three
groups of foundations. Total foundation dividends
and interest rose 10 percent to $7.6 billion in 1995;
with large foundations increasing 12 percent; me-
dium foundations, 6 percent; and small foundations,
10 percent.

Three percent of private foundations reported
nearly $100 million in “unrelated business income’
(UBI) for 1995. This figure accounted for less than 1
percent of total revenue as reported on the “ Analyss
of Income-Producing Activities’ schedule of Form
990-PF. A tax was levied on the unrelated business
income of foundations as it was reported on Form
990-T, Exempt Organization Business Income Tax
Return [13].

The section on the “ Analysis of Income-Produc-
ing Activities’ categorizes total foundation revenues
(with the exception of contributions) as either “unre-
lated business income,” “excluded income,” or

“related or exempt function income.” Unrelated
business income is income from a trade or business
that was regularly carried on by the organization and
that was not substantially related to the performance
of the organization’s exempt purpose or function
(other than that the organization needed the prafits
derived from the unrdated activity). Excluded in-
come represents income that was not directly related
to the tax-exempt, charitable function of the founda-
tion and was excluded or exempted from the tax on
unrelated business income by Code sections 512,
513, or 514. Generally, dividends, interest, rental
income, and gains from sales of investment assets
were all considered excluded income. Related or
exempt function income generally represents any
income earned that is related to the organization’s
purpose or function constituting the basis for the
organization’s tax exemption. The vast majority of
revenue reported in the “ Analysis of Income Produc-
ing Activities” section (which excludes contributions
received) was reported as excluded income, 91
percent, with 8 percent reported as income (directly)
related to the foundation’s exempt, charitable pur-
pose and only one-half of 1 percent reported as UBI
[14].

Exci seTaxonl nvest nent | ncone

The excise tax on the investment income of private
foundations was enacted as part of TRAG9 to provide
funds for Internal Revenue Service oversight of
foundation activities and enforcement of laws
governing their exempt status. Domestic foundations
generally areliable for atax equal to 2 percent of
their net investment incomes and foreign foundations
for an excise tax equal to 4 percent of their gross
investment incomes. Domestic organizations com-
pute the excise tax based on investment incomes
from all sources, while foreign organizations com-
pute the tax based on investment incomes from U.S.
sources only. Some foreign foundations, classified
as “exempt foreign foundations,” are not subject to
the charitable payout requirement, but are still
required to pay the excise tax on investment incomes.
These exempt foreign foundations have from the
dates of their creation received at least 85 percent of
their support from sources outside the United States.
Due to special treaty provisions with the United
States, all Canadian foundations are exempt from the
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excise tax, regardless of whether or not they are
considered “exempt foreign foundations.” Addition-
ally, domestic operating foundations, by meeting
several requirements that show extensive public
support and control, can be exempt from the excise
tax on net investment income.  Seventeen percent of
all operating foundations were exempt from the
excisetax for 1995.

One provison of the Deficit Reduction Act of
1984 alowed any domestic nonoperating foundation
to reduce the annual 2-percent excisetax to 1 per-
cent, if, smply stated, the foundation showed im-
provement in the rate at which it paid out charitable
dollars. Specificaly, if current “ qualifying distribu-
tions’ exceeded a 5-year average of qualifying distri-
butions plus 1 percent of current net investment
income, a foundation qualified for the reduced tax
rate.

Net investment income, on which the excise tax
is based, increased by 36 percent from 1994 to 1995
to $20.4 hillion. An increase of 67 percent in capital
gains net income explains much of the overal gain in
investment income. (For a complete definition of net
investment income and a further explanation of
capital gains net income and how it differs from net
gain (or loss) from sales of assets, see the appropriate

entries in the Explanation of Selected Terms section.)
For 1995, foundations reported excise tax on invest-
ment income of $280.9 million. This amount was a
48-percent increase over the amount of excise tax
paid in 1994. Figure E displays selected gtatistics on
the excise tax of foundations by size of foundation.
Thirty-six percent of all foundations increased the
rate at which they paid out charitable dollars for
1995, thereby qualifying for the reduced 1-percent
excisetax. A greater percentage of the large founda-
tions qualified for the reduced tax compared to the
small foundations, 47 percent versus 34 percent.

Foundat i onAsset sand| nvest nent s

Assets of private foundations increased for the third
straight year to $263.4 billion. The 18-percent jump
in 1995 represents the largest single-year gain in
assets for the past ten years. The vast majority of
foundation assets, 93 percent, are held as invest-
ments. These investments, which also increased 18
percent, totaled $246.1 billion for 1995. Investment
assets include savings and temporary cash invest-
ments; government obligations; corporate stock;
corporate bonds; land, buildings, and equipment held
for investment purposes, mortgage loans; and “ other”
investments. Non-investment assets include non-

Private Foundations Reporting Excise Tax on Investment Income, by Size of Foundation, 1995

[Money amounts are in millions of dollars]

Item Total t Small Medium Large
foundations 2 foundations 3 foundations’
@ @ (©) Q)

Number of foundations reporting exciSe taX........cccceveeereereerieneeeenns 39,159 26,075 12,114 572

Percentage of all foundations 82 78 95 94
Net investment income (NI))® ..... 19,473.3 629.2 6,070.5 12,715.2
EXCISE TAX. vttt 280.9 9.9 95.9 174.5
Percentage of all foundations reporting excise tax:

1-percent tax. 36 34 37 47

2-percent tax. 64 66 63 51

4-percent tax. ) ) 2

1 Includes 398 foundations with assets unreported or equal to zero, which are not shown separately. These foundations earned $58.3 million in net investment income and

paid excise tax of $0.6 million.

2 Small foundations are those holding from $1 to less than $1,000,000 in fair market value of total assets.

3 Medium foundations are those holding from $1,000,000 to less than $50,000,000 in fair market value of total assets.

4 Large foundations are those holding $50,000,000 or more in fair market value of total assets.

° Represents net investment income of foundations reporting excise tax. Total net investment income for all foundations was $20.4 billion.

5 Less than 0.5 percent.
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interest-bearing cash; land, buildings, and equipment
used in the direct operation of a foundation’s chari-
table activities; various receivables; inventories held
for sdle or use; prepaid expenses and deferred
charges; and “other” assets, which include such items
as escrow depodits, interest-free or low-interest loans
made for charitable purposes, and program-related
investments.

Holdings of investments in securities increased
by over 19 percent from 1994 to 1995. These securi-
ties, valued at $206.6 billion for 1995, represented 84
percent of total investment assets. Nearly three-
quarters of all securities, or $153.5 hillion, were held
in the form of corporate stock, with the remaining
securities held as either corporate bonds or govern-
ment obligations. Strong growth in stock markets led
to a 23-percent increase in the amount of corporate
stock held by private foundations. Smaller increases
in government obligations and corporate bonds were
reported, 12 percent and 5 percent, respectively. The
other components of investment assets showed gains
from 1994 to 1995 aswell: savings and temporary
cash investments rose 6 percent; invessmentsin land
buildings, and equipment increased 27 percent;
investments in mortgage loans rose 7 percent; and
“other investments,” which include such items as
advances, certificates of investment, and investments
in art, coins, gold, and gems, increased 14 percent.

As foundations grow in size, they tend to engage
in more sophigticated investment practices and hold
greater proportions of investment assets, particularly
corporate stock. While large foundations held 94
percent of al their assets as investments for 1995,
small foundations held 86 percent as investments.
Figure F displays the composition of investment
assets for small, medium, and large-sized founda-
tions. Large foundations held 86 percent of all
investments as a combination of corporate stocks,
corporate bonds, and government obligations, while
small foundations held only 69 percent in this man-
ner. Holdings of corporate stock, 62 percent of total
investments, were the dominant investment for all
foundation size groups, but particularly for large
foundations. While large foundations held two-thirds
of their investment assets as corporate stocks, small
foundations held less than half in this manner. Small
and medium-size foundations tend to hold somewhat
more of their investments in government obligations

and corporate bonds compared to the larger founda-
tions. Asfoundations grow in size, they also tend to
hold a smaller percentage of their assets in the form
of savings and temporary cash investments. For
1995, small foundations held 20 percent of their
investment assets as savings and temporary cash
investments, compared to 9 percent for medium-size
foundations and only 4 percent for large foundations.
Large foundations aso tend to hold less non-interest-
bearing cash compared to small foundations. For
1995, small foundations held 6 percent of total assets
as non-interest-bearing cash, compared to less than 1
percent for large foundations. The distribution of
assets by the different size groups may generally
indicate that many small foundations have less pref-
erence for risky investments and more preference for
asset liquidity compared to large foundations.

I nvest nent Behavi or by S zeof Foundat i on
Private foundations tend to emphasize the growth of
thelr assets (or endowments) as a means by which to
fund charitable giving, both now and in the future.
Unlike other nonprofit charitable organizations,
nonoperating foundations of all szes most often
distribute grants in order to fulfill their charitable
purposes. Although foundations have relative
freedom in the way that they choose to invest their
tax-exempt endowments, they are also subject to a
minimum distribution or charitable payout require-
ment. Allowing for certain exceptions, nonoperating
foundations must annually distribute for charitable
purposes an amount that equals 5 percent of the
average value of their net investment assets. (For an
explanation and discussion of the payout require-
ment, see the sections beginning with Charitable
Payout Requirements and Qualifying Distributions.)
In order to fund charitable activity without reducing
the real value of its endowment, a foundation must
earn a “rate of total return on assets’ (defined bel ow)
that equals at least 5 percent plus the costs of invest-
ment and the rate of inflation. To the extent that
foundations wish to maintain or increase the real
value of their endowments to fund charitable giving
into the future, this represents an important goal.
Different sizes of foundations seem to have
different charitable and investment objectives. For
instance, larger foundations may tend to operate with
more long-term focus. They may invest and manage
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HgureF

Composition of Private Foundation Investment Assets, by Size of Foundation, 1995

All Foundations

10.2%

$246.1 Billion

13.4% 62.4%

Small Foundations? Medium Foundations? Large Foundations?
I:l Corporate stock |:| Corporate bonds . Other investments*
. Government obligations |:| Savings and temporary cash

1 Small foundations are those holding from $1 to less than $1,000,000 in fair market value of total assets.
2 Medium foundations are those holding from $1,000,000 to less than $50,000,000 in fair market value of total assets.
3 Large foundations are those holding $50,000,000 or more in fair market value of total assets.

4 Sum of "Investments in land, buildings, and equipment (less accumulated depreciation),” "Investments in mortgage loans," and "Other investments," as
reported on Form 990-PF. "Other investments" include such items as advances; certificates of investment; and investments in art, coins, gold, and gems.

NOTE: Detail may not add to totals because of rounding.
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their assets in order to maintain or increase the size
of their endowments by earning income and realizing
areturn on assets, which will allow them both to
meet the annual 5-percent payout requirement and to
use any remainder to increase their investment port-
folio [15]. Many larger foundations pay out close to
the required 5 percent of their net investment assets
to charitable causes each year. The larger founda-
tions hold a greater proportion of assets as invest-
ments in securities, including a greater proportion as
corporate stocks. Holdings of corporate stocks tend
to have greater risks but also higher returns com-
pared to other investment holdings. Larger founda-
tions may also tend to possess the resources neces-
sary to use sophisticated investment management
services. For these reasons, larger foundations
typically earn higher rates of total return on invest-
ments than smaller ones.

Many smaller foundations do not possess the
resources necessary to use sophisticated investment
management techniques, and they often hold lower-
risk and lower-return assets than larger foundations.
Moreover, they may operate with more short-term
focusin order to distribute large contributions cur-
rently, so asto direct their resources to present con-
cerns and immediate needs [16]. Smaller founda-
tions rely much more on contributions as a source of

revenue compared to other foundations. Given this,
many may act as conduits or “pass-through” organi-
zations, receiving contributions one year and then
distributing them in the same year or the next.

I ncone Y el dsandRat esof Total Return
An income yidd measures the realized investment
income earned by a foundation on its investment
assets. Figure G shows median “ net investment
income yields’ for nonoperating foundations for
1990 through 1995. The median yield is calculated,
rather than the mean, since it minimizes the influence
of large outliersin the data and, therefore, may be a
better representation of the typical foundation. The
net investment income (NII) yield was calculated by
dividing net investment income by the end-of-year
fair market value of investment assets[17]. Only
nonoperating foundations were analyzed since only
they are subject to the charitable payout requirement,
discussed below. The use of only nonoperating
foundations in the analysis here and in the sections
that follow allows for comparisons of the NIl yields,
rates of total return, and payout rates, all discussed
bel ow.

During the period from 1990 to 1995, the median
NIl yields ranged between 4.9 and 7.1 percent. The
total NIl yield for nonoperating foundations in-

Nonoperating Private Foundation Net Investment Income Yields, by Size of Fair Market Value

of Total Assets, 1990-1995

Size of fair market value

Median net investment income yields (percentages)

of total assets 1990 1991 1992 1993 1994 1995

1) ) (©) (4) (5) (6)

All nonoperating foundations...........cccoccevviiiiiiiiiiciinnd 7.1 6.5 5.6 5.7 4.9 5.8
Small foundations

$1 under $100,000........ccceruirreiriiiiriieeee e 6.4 5.6 4.2 3.7 35 45

$100,000 under $1,000,000........c..ccveiriemeriireinenereereeeeneened 7.3 6.5 5.6 5.7 5.0 5.7

Medium foundations

$1,000,000 under $10,000,000.........cccecerereereenienrerreeeeereneenns 7.1 6.9 6.6 6.3 55 6.5

$10,000,000 under $50,000,000..........cccererurreerienreriereenenens 7.2 6.9 7.0 7.1 6.0 6.9
Large foundations

$50,000,000 under $100,000,000..........ccccervereerienrermeireenereens 6.7 7.3 7.2 7.5 6.4 7.2

$100.000.000 OF MIOM€. i 6.6 6.8 7.1 7.6 6.0 8.0
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creased to 5.8 percent for 1995 after declining in
most of the previous years. An examination of the
yidds for the different groups over the years reveals
that large foundations typically earn somewhat
higher NIl yields than smaller foundations. Since
large foundations, compared to small foundations,
rely more on investment incomes as a source of
revenue and may use more sophigticated investment
management techniques, it is not surprising that they
typically realize higher NIl yields.

The rate of total return, a measurement of the
total capital appreciation of the endowment of a
foundation, is a more comprehensive measure of
investment performance than the NIl yidd. Figure
H shows median rates of total return on nonoperating
foundation assets for 1990 to 1995. A comparison
with the charitable payout rates, discussed below,
helps to further understanding of the different sizes
of foundations. Consistently strong rates of total
return tend to lead to increased long-run giving
capability. The rate-of-total-return formula used
here measures the change in the value of the entire
asset base with considerations for inflows and out-
flows of money [18]. The formula measures the
realized income from assats, investments, and other-
wise, as well as the unrealized appreciation or depre-
ciation in the fair market value of assets.

Median foundation rates of total return on assets

for 1995 rebounded strongly from the very low rates
of 1994, which represented the third consecutive year
of decline. For 1995, the total nonoperating founda-
tion median rate was 10.2 percent, with al but the
smallest group showing very high rates of return on
assets. Asarule, large foundations earn higher rates
of total return than do smaller foundations. Gener-
aly, as the holdings of investment assets increase, so
do thetotal returns on assets. Median rates for the
largest nonoperating foundations increased from a
rate of only 1.7 percent for 1994 to 19.8 percent for
1995, the largest median rate of return realized by
foundations in recent years.

Ghari tabl ePayout Requi renent andQual i fyi ng
Dstributiaos
The following discussion of the charitable distribu-
tion requirement and the payout rate excludes
operating foundations since they are not subject to
the distribution requirement. Therefore, all refer-
ences to foundations in this section and in the
sections that follow are to nonoperating foundations,
unless otherwise indicated. For reasons of compara-
bility, operating foundations were also excluded from
median net investment income yields and rates of
total return, discussed previoudly.

Under the guiddines of the Economic Recovery
Tax Act of 1981, each year nonoperating foundations

Nonoperating Private Foundation Rates of Total Return on Assets, by Size of Fair Market

Value of Total Assets, 1990-1995

Size of fair market value

Median rates of total return (percentages)

of total assets 1990 1991 1992 1993 1994 1995

(1) (2 3) (4) (5) (6)

All nonoperating foundations...........coceevereininiencnecceeee 2.4 6.7 3.6 1.9 0.4 10.2
Small foundations

$1 under $100,000.......cccueeeeeiieieaiene e eneas 1.4 25 0.9 0.2 0.1 1.8

$100,000 under $1,000,000.........cceeeerreerieereeaeeneeee e neeeeeneas 31 7.6 4.2 29 0.9 12.3

Medium foundations

$1,000,000 under $10,000,000.........cerererreareraieieeieseeeeeneeeneas 34 10.0 5.1 3.6 1.7 15.3

$10,000,000 under $50,000,000 2.3 12.2 5.2 4.8 -0.3 17.4
Large foundations

$50,000,000 under $100,000,000..........ccruereereraeenireeereeeeneeenens 1.5 129 6.3 5.2 0.1 19.1

$100,000,000 0F MO €. i 1.3 149 6.2 6.5 1.7 19.8
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must calculate a“ distributable amount,” which isthe
minimum amount that the organizations must distrib-
ute for charitable purposes by the end of the next full
reporting year in order to avoid a penalty on undis-
tributed charitable dollars. The distributable amount,
or required payout amount, equals 5 percent of the
fair market value of net investment assets (the “ mini-
mum investment return™), plus or minus certain
adjustments, either allowed or required. (See Dis-
tributable (Payout) Amount, Net Investment Assets,
Minimum Investment Return, and Net Adjustments
to Digtributable Amount in the Explanation of Se-
lected Terms section.)

To fulfill the charitable payout requirement,
nonoperating foundations can apply “ qualifying
digtributions’ from the current year, as well as any
carryovers (distributions paid in excess of the mini-
mum required amount) from the 5 previous years.
The requirement can be met in ether the current year
or the following year. Qualifying distributions for
1995 for these nonoperating foundations are com-
prised primarily of contributions and grants, 88
percent; with smaller proportions for operating and
administrative expenses, 9 percent; “ set-asides’ for
future charitable distributions, 1 percent; program-
related investments (e.g., loans made to public chari-
ties at below-market or zero rates of interest), 1
percent; and amounts paid to acquire charitable-use
assets (e.g., buildings, equipment, or supplies), less
than 1 percent.

As mentioned previoudy, nonoperating founda-
tions fulfill their exempt purposesin an indirect
manner, primarily by making grants to other chari-
table organizations, while operating foundations
generally expend their incomes for direct involve-
ment in charitable activities and programs. Operat-
ing foundations are not subject to the same charitable
payout requirement but must still expend a minimum
amount each year on direct charitable support, usu-
ally through conducting their own charitable pro-
grams. These expenditures count as “ qualifying
digtributions’ toward meeting the operating founda-
tion regquirements.

For 1995, nonoperating foundations paid out
$13.7 billion in qualifying distributions againgt a
required payout (or distributable) amount of $9.9
billion. These figures represent increases from 1994
of 6 percent and 18 percent, respectively. In terms of

sze, large foundations increased their qualifying
distributions by 12 percent, while medium founda-
tions distributed 5 percent morein 1995. Small
foundations, on the other hand, reported 18 percent
lessin qualifying distributions that year, though till
considerably more than the distributable amount.

Nearly 70 percent of foundations with a chari-
table payout requirement either met or exceeded the
required amount for 1995 in that same year. Those
that did not had until the end of the following report-
ing year to fulfill the requirement. While 27 percent
of the small foundations did not meet the 1995 re-
quirement during that year, thereby amassing “undis-
tributed income,” 48 percent of the large foundations
chose to wait until the following reporting year to
digtribute their required amounts for 1995. Given
that the annual payout amount is not calculated until
the end of the reporting year and that it is based on
the monthly average of investment assets, many
foundations choose to take advantage of the 1-year
tax-and penalty-free “ grace period” for making
required digributions. This lag time gives them an
opportunity to consder their investment returns,
payout rates, and contributions received, among
other factors, when preparing their grantmaking
budgets for the following year or years.

In contrast, while some foundations chose to wait
until 1996 to disperse 1995 qualifying distributions,
many gave in excess of the 1995 required amount
during the 1995 Reporting Year. Small foundations
typically distribute much more than their required
amounts. For 1995, small foundations as a group
distributed an amount of qualifying distributions that
was over 250 percent more than their combined
required distributable amounts. In contrast, large
foundations for 1995 distributed an amount of quali-
fying distributions that was only 9 percent more than
their combined required distributable amounts.

Contributions, gifts, and grants distributed by
nonoperating foundations equaled $12.5 hillion for
1995. According to Foundation Giving, the largest
proportions of total foundation grants for 1995 went
to the areas of education, heath, human services, and
artsand culture[19]. The contributions and grants
given by foundations accounted for only 7 percent of
total philanthropic giving, with the vast majority of
giving coming from individual gifts [20].
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Payout Rat es

Since small foundations tend to distribute more
charitable ddllars relative to the required amount,
they also tend to have higher charitable payout rates.
Figure | displays median payout rates by size of
foundation for 1990 through 1995. To calculate the
payout rate, the amount of (adjusted) qualifying
distributions was divided by the amount of the
average of net investment assets [21]. While the
1994 and 1995 median payout rates declined dightly
over past years, overall foundation payout rates for
all size groups remained relatively constant over the
entire 6-year period.

The payout rates for large and medium-sized
foundations were very close to the required 5 per-
cent. Those of the smallest foundations, which tend
to emphasize current, rather than future, charitable
giving, were much higher than the required rate.
Small foundations seem to focus more on distributing
charitable dollars currently, rather than on long-term
endowment growth. Larger foundations, on the other
hand, tend to reinvest a greater portion of their re-
turns on investments, perhaps to ensure endowment
growth for future charitable giving. The trend of
large foundations to give consistently at a payout rate
of 5.0 percent seems to demongtrate their use of
long-range planning in setting grantmaking budgets.
In a survey of the payout policies of foundations, a

study found that smaller foundations tend to use their
investment yields to help to structure their charitable
payout rates, while larger foundations tend to struc-
ture their investment decisons in order to reduce the
effect of the payout requirement on their assets [22].

Secti ond947(a) (1) Nonexenpt Gharitabl e
s

Qrvervi ewof Revenues, Assets, andG ant sPai d
Charitable trusts described in Internal Revenue Code
section 4947(a)(1) are organizations that have
exclusively charitable interests but are not formally
recognized as tax-exempt by the IRS, as are Section
501(c)(3) organizations. Charitable trusts that are
not publicly supported are subject to the same
reguirements as foundations, including the excise tax
provisons and the charitable payout requirement.
Charitable trusts are typically supported and con-
trolled by an individua or family and, like
foundations, they file Form 990-PF. Most were
originally formed as 4947(a)(2) split-interest trusts
that at one time had one or more noncharitable
beneficiaries. Additionally, the 4947(a)(1) trusts
must pay an annual tax on their incomes (usualy
from investments) that is not distributed for chari-
table purposes. Trusts must report such income and
tax (under Subtitle A of the IRC) on Form 1041, U.S

Nonoperating Private Foundation Payout Rates, by Size of Fair Market Value of Total

Assets, 1990-1995

Size of fair market value Median payout rates (percentages)

of total assets 1990 1091 1992 1993 1994 1995

@ @ (©)] ) ®) ©)

All nonoperating foundations L.........c.ccoceoeirinineneieineeens 7.0 6.7 6.5 6.1 5.9 5.8
Small foundations

$1 under $100,000........cceiririireieiineereee s 10.6 12.0 11.7 1